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Manystatesgivemortgagelenders
stronglegalmeansbywhichto
pursuedebtcollectionintheevent
ofamortgagedefault.Inthosestates,
probabilityofdefaultislowerand
theformsthedefaulttakesareoften
quitedifferentfromacostly
conventionalforeclosure.
Therecentsurgeinresidentialforeclosureshasspurredinterestin
thefactorsthatinfluencewhetheraborrowerwilldefaultonhis
mortgage.Theexistingacademicliteratureonthesubjectusually
assumesthatdefaultismainlyaresultofaborrowerfindinghimself
witha“negativeequitystake”inhishome–owingmoremoneyon
themortgagethanthehouseisworth.Evenborrowerswhodonot
experienceachangeintheirincomeormortgagepaymentmight
walkawayfromahomethatis“underwater.”
Yetthelendermaynotbelegallyabletofullycollecttheoutstanding
debtinsuchcases.Whetherastateallowslenderstopursue“recourse”
–thatis,allowsthemtoseizeassetsotherthanthehometorecover
thedebtowedtothem–islostinmuchofthepopulardiscussion
ofthecurrentconditionsinthemortgagemarket.Somestatesdo
allowlenderstocastawidernetwhenitcomestorecoupingtheir
lossesfromadefaultedmortgage.Otherstates,suchasCalifornia
andArizona,forinstance,severelyrestricttheabilityoflendersto
pursuerecourse.
Giventhis,youshouldnaturallyexpectthatthedecisionofaborrower
todefaultwillbeinfluencedbytheabilityofthelendertocollecton
anyoutstandingmortgagedebtnotcoveredbytheproceedingsfrom
theforeclosuresale.Canthehighrateofdefaultseeninsomestates,
then,beatleastpartlyduetothedifferentlegalregimesinwhich
thesemortgagesreside?
InaJuly2009RichmondFedworkingpaper,twooftheauthorsof
thepresentarticle,AndraGhentandMariannaKudlyak,explored
thisquestion.1 Asitturnsout,thelawsofaparticularstatematter
significantlywhenitcomestoestimatingtheprobabilitythata
borrowerwilldefaultonhismortgage.Becausethepossibilityof
lenderrecourse–oftenintheformofa“deficiencyjudgment”
issuedbyacourt–raisesthepotentialcostofdefaulttothedebtor,
youshouldexpectthistoinfluencethebehavioroftheborrower.
Theanalysissuggeststhatallowingthelenderrecourse–andthe
morelikelythatlenderistoexercisethatrighttorecourse–lowers
thechancesthattheborrowerwilldefaultwhenhehasnegative
homeequity.Inotherwords,thepossibilitythatalendercanrecover
morethantheproceedsfromtheforeclosuresalecandeterdefault.
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Finally,inthecaseswheredefaultdoesoccur,theformittakesmay
differinrecourseandnon-recoursestates.
ThEEFFECToFLEnDERRECouRSEonThEPRoBABiLiTy
oFDEFAuLT
Itisnotpossibletogaugetheeffectoflenderrecourseonthe
probabilityofdefaultsimplybyobservingthenumberofdeficiency
judgments.Ontheonehand,pursuingadeficiencyjudgmentfora
lendercanbealengthyandexpensiveprocessbecauseofcostsand
timeassociatedwithtakingtheborrowertocourt.Thus,seeingfew
deficiencyjudgmentspursuedmaybeanindicatorofrecoursehaving
noeffectondefaultbecauselenderssimplydonotexercisetheir
rightofrecourse.Ontheotherhand,observingsmallnumbersof
deficiencyjudgmentsinpracticemayindicatethatrecoursehasa
seriousdeterrenteffectondefaults.Inthiscase,borrowerswhohave
alottolosefromlenderrecourseactuallychoosenottodefault–
and,asaresult,nevershowupintheforeclosurenumbers.
Toanswerthequestionofhowbesttoexplainthedata,oneneedsto
comparethedefaultdecisionsoftwoborrowerswhohaveidentical
equityvaluesintheirmortgagedproperties,loan-to-valueratios,
creditscoresandotherobservabletraitsyetresideinstateswith
differentrecourserightsforlenders.Theanalysisdescribedinthis
EconomicBriefusesthisapproach–theapproachthatGhentand
Kudlyakusedintheirworkingpaper.
Statestatutesvaryinhowmuchrecoursealenderhasinthe
eventthataforeclosuresaleofapropertyisnotsufficienttocover
aborrower’sdebt.Thevaryingstatutesimposedifferentcostson
borrowersandlendersandthesecostshaveabearingonthebehavior
ofbothparties.Inmoststates,thelendermayobtainadeficiency
judgmentincourttocoverthedifferencebetweenthebalanceowed
onthemortgageandthefairmarketvalueofthehome.
Afewstatesexplicitlyforbiddeficiencyjudgmentsonmosthomes.
Restrictionsonthejudgmentsinotherrecoursestatesmakeithighly
impracticalandcostlyforthelendertopursueacourtremedy,thereby
makingitfunctionallyequivalenttoanon-recoursestate.2
Tohelpgaugehowthisinfluencesthebehaviorofaborrowerwith
negativeequityinhishome,assumethataborrowerwillascribea
valuetothedefaultoptionrelativetothenon-defaultoption.Ifhe
thinksthelenderislikelytopursuerecourse,thislowersthedefault
optionvalue.And,asaresult,italsolowerstheprobabilityofdefault
giventhevalueofthenegativeequityinthehouse.
Bythislogic,recoursestateswouldtendtoseefewerdefaultsthan
non-recoursestates.Andthat’sjustwhatyouseeinthedata:
Theprobabilityofdefaultis20percenthigherinstateswithno
recoursewhenholdingotherindividualloancharacteristicsconstant.3
However,it’simportanttonotethattheeffectofrecourseonthe
probabilityofdefaultdiffersforpropertieswithdifferentappraisal
values.Recourseshouldhaveasubstantialdeterrenteffectfor
propertieswithhigherappraisals.That’sbecauseborrowerswith
moreexpensivehomesarelikelytobewealthierandthushave
moretoloseifthelenderpursuesadeficiencyjudgment.
Recoursedoesmorestronglydeterdefaultforwealthierborrowers
whentheappraisedvalueofthepropertyatoriginationisusedasa
proxyfortheborrower’swealth.Forhomesappraisedat$300,000to
$500,000,borrowersinnon-recoursestatesare59percentmorelikely
todefaultthanborrowersinrecoursestates.Forhomesappraisedat
$500,000to$750,000,borrowersweretwiceaslikelytodefault.
Mortgagesonhomesinnon-recoursestatesappraisedat$750,000
to$1millionwere66percentmorelikelytodefault.
ThEEFFECToFLEnDERRECouRSEonThETyPEoFDEFAuLT
Whatifadefaultdoesoccur?Foreclosureisn’ttheonlyformthatitcan
take.Infact,lenderstypicallyviewlitigiousforeclosureasalastresort
becauseitcanbecostly.Theywillusuallytrytorecoveraportionof
theprinciplethroughothermeans.Furthermore,lendershaveastrong
interestinforeclosingquicklyonapropertyasadrawn-outprocess
canlowerthevalueoftheproperty.
Foraborrower,thereareafewwaystodefault:ashortsale,avolun-
taryconveyance(themostcommonformofwhichisa“deed-in-lieu”
resolution),agreeingnottocontestaforeclosure,orprolongingthe
foreclosureprocessaslongaspossible.GhentandKudlyakfindthat
theformthedefaulttakeswillbeinfluencedbywhetherornotthe
mortgagedpropertyisinarecoursestate.
Inashortsale,theborrowerfindsabuyerwhoiswillingtopurchase
thehouseforlessthanthefullbalanceowedonthemortgage.Ina
deed-in-lieuresolution,theborrowerhandsoverthedeedtothe
propertytothelender.Finally,aborrowermaysimplyagreetowhat
isknownasa“friendlyforeclosure.”Inthatformofdefault,the
borrowerchoosesnottocontesttheforeclosureandsubmitstothe
court.Themainbenefitofthisoptiontothelenderisthathegets
thepropertybackmorequicklyrelativetoacontestedforeclosure.
Whileafriendlyforeclosuremighttakemoretimeandbemorecostly
thanavoluntaryconveyance,itislesstime-consumingandcostlythan
acontestedforeclosure.EB09-09
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Eachofthesemethodsisconsideredmorelender-friendlythana
conventionalforeclosure.Asaresult,lenderswilloftenagreetoforgo
therighttoadeficiencyjudgmentiftheborroweragreestodefault
throughoneofthesemethodsthanthroughalengthyandcontested
process.Thus,aborrowerwhohasalottolosefromlenderrecourse
mayoptforoneofthesetypesofdefaulttokeepthelenderfrom
pursuingadeficiencyjudgment.That’swhattheanalysisindicates:
Whendefaultdoesoccurinthestatesthatallowlendersto
pursuebroaderrecourse,itmorefrequentlyoccursinoneofthe
lender-friendlywaysdescribedabove.Infact,recourselawsthat
favorthelenderlowertheprobabilityofdefaultthroughforeclosure
bybetween9percentand11percent.
ConCLuSion
Thesensitivityofthedefaultdecisiontothelegalrulesofaparticular
statesuggeststhatanon-negligibleportionofU.S.mortgagedefaults
isinfactstrategic–thatis,whentheborrowerdecidestoactively
walkawayfromahousethatisworthlessthantheoutstanding
balanceonthemortgageevenifhemightbeabletocontinuemaking
thepayments.Thiscontrastswiththepopularviewthatdefaultsare
drivenonlybynegativeshockstotheabilityoftheborrowerto
repayhisdebt,suchasjoblossoracutinincome.
Infact,astheanalysisdescribedinthisEconomicBriefsuggests,you
donotneedtoactuallyobservelendersfrequentlypursuingdeficiency
judgmentstoseethedeterrenteffects.Thefactthatlendershavethe
abilitytopursuerecourseatallencouragesborrowerstothinkhard
aboutdefaultingand,iftheydodefault,whatformthatdefaultmight
take.Thus,theabilityoflenderstominimizetheirlossesineachstate
mustbeconsideredinanyanalysisthatseekstodiscoverwhysome
borrowersdefaultandothersdonot.
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